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financial highlights

NEeT Income PEr COMMON SHARE DILUTED ToTAL ASSETS

$0.72 $2,073,833

$0.65 $1,990,131

$1,944,780

(IN DOLLARS) (IN THOUSANDS)

(AT DECEMBER 31,2003)

DerPosITS (IN MILLIONS) GROSS LOANS {(IN MILLIONS)

[] Certificates of Deposit ~ $742.2
M Savings Accounts 312.2
Fd Money Market Accounts  190.1
[+ -Checking Accounts 179.2

[J Real Estate Loans $1,076.0
] Construction Loans 405.1
B Consumer Loans 218.8

iy Commercial Loans 66.8
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lear fellow shareholders

n behall of your Board of Directors, 1 once again take great pleasure in i credit quality reflected in our total, end-of-year delinquency rate of only

yresenting this annual report to shareholders. As you read this report, you will L08%.

that 2003 was a year of very strong performance, with unprecedented

cls of activity| and profitability. In each of the five full years since our jnitial 1ce the low interest rate epvironment of 2003 created a lucrative secondary

sublic offering, |United Community Financial Corp. set ambitious gaals and market for mortgage loans, our need for deposit growth to fund those loans

egies vas ciminished. Howevel, our desire for customer account relationships

shjectives and | has demonstrated the ability to implement the stra
ecessary to achieve them. ontinued to he strong. |As a fesult, total savings cdeposits in high-cost certilicates
{ccreased by $76 millign, while regular savingsjac hunts increased $10/million

For 2003, United Community’s net income was $22.9 million or $0.72 per and checkinglaccount|deppsits increased by $12 million. During 2 03, we

liluted share compared to $20.8 million or $0.65 per diluted share in 2002. spened nearly 11,000 few ghecking accounts denosit fee income roge nearly

his represents|an earnings per share arowth rate of 11% 2003| and an 61 milli the prior pear| and our cost of deposits went from 2 N‘w:.:i

werage annyal|growth rate in earnings jper share of 35% since 1999,|our first ecember 31.12002 1t 1.93% at December 2008, a reductign|of over
year of operation. Our Refurn on Ayerage Assefs (ROA 5 1. hd our D gt

eturn on Average Equity (R(Q ras 8.27% in ich shows|significant

mprovemg m the leveld af 11.04 % and ed
from

002. We i ‘chasad 1.3 | al o oywn i ] intai
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Two-thousand-three was yet another banner year for Home Savings.
Characterized by low interest rates, strong loan demand, business expansion
and the highest level of netincome ever achieved, it was the most successful

year in our 114-year history.

“We have the distinction of being the largest publicly-owned thrift in the
State of Ohio,” stated David G. Lodge, Home Savings President and COO,
“and we are proud to be among the top three in terms of profitability for

companies of our size.”

Throughout the year, we continued to look for additional growth opportunities
in new market areas that would result in profitable expansion for the Company.
In December, Home Savings opened a newly

constructed, full-service retail branch in Aurora,
Ohio, marking our third office in the Cleveland
area. According to Lodge, Aurora and its
surrounding communities are viable markets
with tremendous growth potential.
“When entering new markets, we
realize the importance of not only
offering a wide array of financial

products, but alse providing

B DavipD G. LopcEg, PrReSIDENT AND COO, HoME SAvVINGS

personalized service at a level that differentiates us from the competition,”
he stated. Additionally, we celebrated the opening of a full-service loan
production office in Columbus, Ohio. Through commercial, residential and
construction lending, the office originated over $100 million in new business
in 2003. “Considering the office only opened in May, we are extremely pleased

with those results,” Lodge noted.

Our focused growth strategies helped us to yield record sales levels in our
mortgage, consumer and commercial loan divisions for the third consecutive
year. With over $700 million in residential mortgage loan originations and
nearly 7,000 loans closed, our 2003 volume was remarkable. When factoring
in residential contractor and builder-direct loans, our total mortgage loan
originations skyrocketed to over $1 billion compared to $590 million in 2002.
Of course, the refinance boom contributed greatly to these numbers.
According to a recent report by the National Association of Realtors, low
mortgage rates powered the housing market. In fact, the average rate on a 30-
year, fixed-rate mortgage for all of 2003 was 5.83%, the lowest annual average
since Freddie Mac began tracking interest rates in 1971. “Currently, Home
Savings is the leading lender in Mahoning County. However, since interest
rates are now gradually on the rise and the refinance business has slowed
down, we are focused on finding new, innovative ways to maintain our market

share in 2004,” Lodge noted.

“We will never lose sight of the ever-changing needs of our customers.
They are, and will remain, the cornerstone of our business.”
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In 2003, Butler Wick continued to concentrate on delivering quality products
and services to customers in the personal manner for which we have become
known. “We showed improvement in most all sectors of our business with
revenue increasing substantially from 2002 levels,” stated Thomas J. Cavalier,

Chairman, President and CEO, Butler Wick Corp.

This growth can be attributed to low interest rates, tax law changes that are
more investor-friendly and a recovering economy. Our Private Client Group,
serving individual investors, opened a new office in Beachwood, Ohio, and
demonstrated consistent growth throughout the year. “This is largely due to the
fact that our financial advisors take the time to determine the objectives for

each of our clients. They know that every investor is unique,” he said.

Two areas of our business experienced a record year
in terms of both revenue and profit. Our Trust
Company continued an impressive growth spurt,
boasting total assets exceeding $600 million,
while our Capital Markets Group served as the
investment banker and underwriter for 23 bond
financings totaling $270 million. Our clients
include several municipalities, school

districts and hospital systems.

Also in 2003, we created an Institutional Markets Group in Calumbus, Ohio,
to service institutional clients, including banks, thrifts, credit unions, insurance
companies, mutual funds and other asset managers. The expertise of this group
encompasses bond swaps, mortgage portfolio analysis and Qm:<m:.<m@ utilizing
the latest technology to capture the most efficient and competitive execution.
“Our ultimate goal is to provide advice and solutions that result in portfolio
optimization,” noted Cavalier. “We expect our Institutional Markets Group to

experience substantial growth in 2004 and beyond.”

At Butler Wick, we realize that our greatest strength as an organization lies
within our people. Our professionals have helped thousands of individuals,
corporations and institutions achieve their financial objectives. Because of our
ability to provide sound advice, unparalileled service and a solid foundation of

product offerings, we strive to consistently exceed our clients’ expectations.

From our humble beginnings as a two-man brokerage house, we have always
worked to improve and expand our products and services, which currently
include insurance, municipal finance, fee-based portfolio management,
independent trust services and client on-line access. With our capabilities and
multi-level professional support, we can assist our clients in any financial

endeavor, at any point in life.

B Tuowmas J. CAvALIER, CHAIRMAN, PRESIDENT AND CEQO, BuTLER Wick

“We showed improvement in most all sectors of our business with revenue
increasing substantially from 2002 levels.”
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United Community Financial Corp. BOARD of DIRECTORS

Richard M. Barrett
Retired President
Barrett Cadillac, Inc.

Thomas J. Cavalier
Chairman, President and CEQ
Butler Wick Corp.

Douglas M. McKay

CEO and Chairman of the Board
Home Savings

President and Chairman of the Board
United Community Financial Corp.

Richard J. Schiraldi, CPA/JD
Partner

Cohen & Company, CPAs

Herbert F. Schuler, Sr.
President and CEO
General Extrusions, Inc.
President and Treasurer

Genex Tool & Die, Inc.

Richard M. Barrett

Thomas J. Cavalier

Donald J. Varner

Corporate Secretary

Senior Vice President

Home Savings

Corporate Secretary

United Community Financial Corp.

United Community Financial Corp.
OFFICERS

Douglas M. McKay
President and Chairman of the Board

Patrick A. Kelly
CFO and Treasurer

Donald J. Varner
Corporate Secretary

Douglas M. McKay

Home Savings BOARD of DIRECTORS

Eugenia C. Atkinson
Richard A. Barrett
Donald R. Inglis
Patrick A. Kelly
David G. Lodge

Douglas M. McKay
Herbert F. Schuler, Sr.
Clarence R. Smith, Jr.
David C. Sweet
Donald J. Varner

Butler Wick BOARD of DIRECTORS

Thomas J. Cavalier Robert A. Perrier

Keith E. Downard John E. Peters

Patrick A. Kelly Herbert F. Schuler, Sr.
Thomas D. Kepler James H. Sisek
g\—:—wa R. —\m_uoﬂ OQO#WO C. Q\Wﬂnf uﬂ.

Douglas M. McKay

Richard }. Schiraldi Herbert F. Schuler, Sr.

CHARLES B. CusHwa, 1T
ArriL 10, 1934 -
DecEMBER 6, 2003

Home Savings gratefully
acknowledges Charles B.
Cushwa, 111, for his wisdom and
integrity during 28 years as a
member of our Board of Directors.
He touched many lives in
our community and will be
sadly missed.

Donald J. Varner
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SELECTED FINANCIAL RaTiOS AND OTHER DATA:

AT OR FOR THE YEAR ENDED DDECEMBER 31, ‘ 2003 . 2002 2001 2000 1999

Performance ratios: (1)
Return on average assets (2) 1.15% 1.04% 0.97% 0.92% 0.79%
Return on average equity (3) 8.27 7.74 6.03 4.47 2.46
Interest rate spread (4) 3,51 3.36 2.95 2.91 2.98
Net interest margin (5) 3.81 3.79 3.66 3.89 4.38
Noninterest expense to average assets 3.70 3.74 3.56 4.30 4.66
Efficiency ratio (6) 65.29 64.52 66.34 75.14 77.85
Average interest-earning assets to average interest-bearing liabilities 114.24 114.98 119.23 127.08 152.09

Capital ratios: .
Average equity to average assets © 1395 13.48 16.04 20.57 32.25
Shareholders’ equity to assets at year end ©13.49 13.80 13.47 20.14 19.35
Tangible capital , 8.22 8.05 9.07 14.51 26.75
Core capital . L 9.64 8.05 9.07 14.51 26.75
Risk-based capital : 10.56 12.61 14.70 24.33 50.41

Asset quality ratios:

Nonperforming loans to loans at year end (7) 094 0.95 0.89 1.10 0.54
Nonperforming assets to average assets (8) 0.82 0.81 0.80 0.79 0.31
Nonperforming assets to total assets at year end (8) 0.79 0.81 0.67 0.77 0.30
Allowance for loan losses as a percent of loans | 0.96 0.94 0.81 0.74 0.88
Allowance for loan losses as a percent of nonperforming loans (7) . 100.70 100.98 92.13 67.79 164.86
Number of: ! ,
Loans ' 37,668 37,872 25,636 22,699 20,274
Deposits .2 169,920 173,528 164,753 115,785 106,196
Per share data:
Basic earnings (9) -~ $ 073 $ 0.65 $ 0.49 $ 0.35 $ 0.31
Diluted earnings (9) , 0.72 0.65 0.48 0.35 0.30
Book value (10) 4 8.21 7.79 7.34 7.02 6.80
Dividend per share 0.30 0.30 0.30 0.30 0.30
Dividend payout ratio (11) 41.67% 46.15% 62.50% 85.71% 100.00%

1
@

(3)
4

(5
(6)

7
3
9)

Performance ratios for 2000 reflect the $2.9 million gain on postretirement benefits curtailment and the $1.0 million loss on pension termination. Performance ratios for 1999 reflect the $6.4 million employee benefit expense
related to the $6.00 Wmﬂ share special capital distribution paid on the RRP shares.

Net income divided by average total assets. mxn_c%:m the effects of the gain on postretirement benefits curtailment and the loss on pension termination, the return on average assets would have heen 0.80% for the year ended

December 31, 2000: bxcluding the effect ol the empluyee benefit-expense related to the special capital distribation paid on the RRP shares, the return on average assets would have been 1.16% for the year ended December 31,1999.

Net income divided by average total equity. Excluding the effects of the gain on postretirement benefits curtailment and the loss on pension termination, the return on average equity would have been 3.90% for the year ended

December 31, 2000. Excluding the effect of the employee benefit expense related to the special capital distribution paid on the RRP shares, the return on average equity would have been 3.60% for the year ended December 31,1999,

Difference between weighted average yield on interest-earning assets and weighted average cost of interest-bearing liabilities.

Net interest income as a percentage of average ,:»mqmmﬁymmq:_:m assets.

Noninterest expense divided by the sum of net interest income and noninterest income. mxm_c%:% the effects of the gain on postretirement benefits curtailment and the loss on pension termination, the efficiency ratio would have
enetit

been 78.22% for the year ended December 31, 2000. Excluding the effect of the employee b expense related to the special capital distribution paid on the RRP shares, the efficiency ratio would have been 69.52% for the
year ended December 31, 1999.

Nonperforming loans consist of nonaccrual loans and restructured loans.
Nonperforming assets consist of nonperforming loans and real estate acquired in settlement of loans.

Net income divided by average number of shares outstanding. Excluding the effects of the gain on postretirement benefits curtailment and the loss on pension termination, basic and diluted mmﬁsm:mm Mmﬂ share would have been
$0.31 for the year ended December 31, 2000. Excluding the effect of the employee benefit expense related to the special capital distribution paid on the RRP shares, basic earnings per share would have been $0.45 and diluted
earnings per share would have been $0.44 for the year ended December 31, 1999.

110) Shareholders’ equity divided by number of shares outstanding.

(11) Historical per share dividends declared and paid for the year divided by the diluted earnings per share for the year.
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42.4%, to $44.8 million at December 31, 2003 compared to $77.8 million at
December 31, 2002. The decrease in overnight funds was used to partially fund
an increase in net loans of $98.3 million.

During the second quarter of 2003, Home Savings invested $20.0 million in
bank owned life insurance, which represents insurance on the lives of certain
employees where Home Savings is the beneficiary. Bank owned life insurance
provides a Jong-term asset to offset long-term benefit liabilities, while generating
competitive investment yields. Home Savings has recognized a $496,000 increase
in the cash value of the policies, which is tax deferred. Any death benefit proceeds
received by Home Savings are tax-free.

Total deposits decreased $58.2 million, or 3.9%, from $1.5 billion at December
31,2002 to $1.4 billion at December 31, 2003, primarily as a result of a decline
in certificates of deposit of $76.1 million. This change was partially offset by
increases of $9.9 million in savings accounts and $12.1 million in checking
accounts. During 2003, Home Savings emphasized growing core deposit
accounts that may be more likely to generate lasting customer relationships.
Certificate of deposit pricing was less aggressive due to the availability of lower
cost funding alternatives. Management continually evaluates many variables,
including cash requirements, liquidity targets, asset acquisition, liability mix and
gap targets when pricing deposits. United Community acquired $313.6 million
in deposits from the Industrial acquisition and $113.8 million from the Potters
acquisition. Deposits in branches acquired from Industrial and Potters have
declined to $295.2 million and $106.3 million, respectively.

Other borrowed funds increased $128.4 million, or 61.2%, at December 31,
2003 compared to December 31, 2002. The change consists of increases of
$101.2 million in short-term FHLB advances, $14.4 million in long-term FHLB
advances, $8.1 million in other short-term borrowings and $4.7 million of
securities sold under repurchase agreements. These increases were used to fund
the increases in loans and to offset the decrease in deposits. United Community
continually evaluates funding alternatives and may borrow additional funds in
2004 to satisfy funding requirements.

Total shareholders’ equity increased $5.3 million, or 1.9%, from December 31,

2002 to December 31, 2003. The increase was primarily due to earnings for the
year and a decrease in unearned stock compensation, offset by quarterly dividend
payments, treasury stock purchases and a decrease in accumulated other
comprehensive income. United Community acquired 1.3 million shares of
common stock for $12.2 million during the year ended December 31, 2003. As
of December 31, 2003, United Community has authorization to purchase up to
856,747 additional shares under its current repurchase program. On January
28, 2004, United Community offered to purchase up to 4 million shares, or
approximately 11.7% of its outstanding shares, from shareholders at a price of

$12.50 per share. The offer expires on March 1, 2004. This transaction is expected
to result in a decrease in cash and cash equivalents of approximately $43 million,
an increase in borrowings of approximately $4.2 million and a decrease in
shareholders’ equity of approximately $47.2 million, assuming all 4 million shares
are repurchased. Book value and tangible per share were $8.21 and $7.11,
respectively as of December 31, 2003.

CoMPARISON OF OPERATING RESULTS FOR THE YEARS ENDED DECEMBER
31, 2003 anD DecemsER 31, 2002

Net Income. Net income for the year ended December 31, 2003 was $22.9
million, compared to $20.8 million for the year ended December 31, 2002,
primarily due to an increase of $9.0 million in noninterest income and a $399,000
decline in the provision for loan loss allowances. This increase was partially
offset by a $313,000 decline in net interest income and a $5.2 million increase
in noninterest expense. Diluted earnings per share for the year ended December
31, 2003 were $0.72 compared to diluted earnings per share of $0.65 for the
year ended December 31, 2002.

Net Interest Income. Net interest income decreased $313,000, or 0.4%, to $71.4
million in 2003 from $71.7 million for 2002. Total interest income decreased
$14.3 million and interest expense declined $14.0 million. The decrease in total
interest income was primarily due to decreases in interest earned on loans of
$11.4 million, interest earned on securities of $2.3 million and other interest
earning assets of $1.1 million. The average balance of interest-earning assets
declined $19.9 million for the year ended December 31, 2003 compared to
2002. The average yield on interest-earning assets decreased to0 5.97% in 2003
compared to 6.66% in 2002. The decrease in interest expense was primarily
due to a decrease in interest expense on deposits of $14.0 million. The average
balance of interest-bearing liabilities decreased $6.8 million and the average
rate paid decreased to 2.46% for 2003 from 3.30% for 2002. The net result of
these changes was a 2 basis point increase in the net interest margin to 3.81%
for 2003 from 3.79% for 2002. We anticipate that the average rate paid on
interest-bearing liabilities will not decrease significantly going forward. As a
result, net interest income could be negatively impacted in a continuing declining
interest rate environment. However, we believe we are well positioned in the
event of a gradual increase in interest rates.

Provision for Loan Losses. Provisions for loan losses are charged to operations to
bring the total allowance for loan losses to a level considered by management to
be adequate to provide for probable estimated losses based on management’s
evaluation of such factors as the delinquency status of loans, current economic
conditions, the net realizable value of the underlying collateral, changes in the
composition of the loan portfolio and prior loan loss experience. The provision
for loan losses was $3.2 million in 2003 compared to a provision of $3.6 million
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Provision for Loan Losses. The provision for loan losses was $3.6 million in 2002
compared to a provision of $2.5 million in 2001. The primary reasons for the
increase in the provision is the loan growth experienced in 2002, an increase in
nonperforming loans of $3.2 million from December 31, 2001 to December 31,
2002, an increase in loans charged off, an increase in delinquencies, economic
conditions and loans originated in new market areas. Additional factors that
contributed to the increase in the provision include a shift in the mix of the
portfolio as a result of the sale of mortgage loans and an increase in loans on the
watch list. The allowance for loan losses totaled $15.1 million at December 31,
2002, which was 0.94% of total loans and 100.98% of nonperforming loans.

Noninterest Income. Noninterest income increased $3.4 million, or 11.8%, to
$31.8 million for the year ended December 31, 2002, from $28.4 million for the
year ended December 31, 2001. The increase was primarily due to an increase
of $1.7 million in net gains recognized on the sale of securities, an increase of
$2.0 million in other income, a $469,000 increase in gains recognized on the
sale of loans and a $219,000 increase in service fees and other charges. Since
Anthem is Home Savings’ health insurance provider, Home Savings received
shares of Anthem stock through the demutualization of Anthem, Inc. and
subsequently sold the stock. To recognize the receipt of the stock, other income
was increased by $847,000. To recognize the subsequent sale of the stock, a
gain of $476,000 was recognized on the sale of investment securities. These
increases were partially offset by a $1.0 million decline in underwriting and
investment banking income and a $552,000 recognized loss primarily due to
the disposal of fixed assets in 2002.

Noninterest Expense. Noninterest expense increased $10.7 million to $68.4
million for 2002, from $57.7 million in 2001. The primary reasons for the increase
is an increase in salaries and employee benefits of $5.4 million, an increase in
occupancy expense of $611,000, an increase in advertising expense of $229,000,
a $931,000 increase in equipment and data processing and a $509,000 increase
in the amortization of the core deposit intangible, all of which are primarily
related to the Industrial and Potters acquisitions. Although approximately $4.4
million of the increase in salaries and employee benefits is attributable to the
acquisitions, the increase in salaries and employee benefits is also attributable
0 an increase in commissions paid to loan originators of $472,000 as-a result of
increased loan volume, an increase in ESOP expense of $373,000 due to the
increase in United Community’s stock price and an increase in RRP expense as
aresult of additional grants that vested in 2002. Also contributing to the increase
in noninterest expense was a $3.0 million increase in other expenses. The increase
in other expense is primarily due to an increase of $954,000 in bank fees as a
result of the early extinguishment of debt. Increases in supervisory fees, telephone
expense, postage, couriers, SAIF premiums and protection costs also added to
the increase.

Federal Income Taxes. Federal income taxes increased $1.3 million, or 13.3%,
in 2002 compared to 2001, primarily due to higher pretax income in 2002. The
effective tax rate was 34% in 2002 and 38% in 2001. The primary reason for the
reduction in effective tax rate is related to the reversal of a $400,000 valuation
allowance that was established in 1999 in relation to the contribution United
Community made to the Home Savings Charitable Foundation. Based on current
levels of taxable income, management believes that the tax benefit related to the
contribution will be completely utilized. Refer to Note 14 to the consolidated
financial statements for a further analysis of the effective tax rate.

CriTICAL ACCOUNTING POLICIES AND ESTIMATES

The accounting and reporting policies of United Community are in accordance
with accounting principles generally accepted within the United States of America
and conform to general practices within the banking industry. Application of
these principles requires management to make estimates, assumptions and
judgements that affect the amounts reported in the financial statements and
accompanying notes. These estimates, assumptions and judgements are based
on information available as of the date of the financial statements. Accordingly,
as this information changes, the financial statements could reflect different
estimates, assumptions and judgements.

The most significant accounting policies followed by United Community are
presented in Note 1 to the consolidated financial statements. Accounting and
reporting policies for the allowance for loan losses and mortgage servicing rights
are deemed critical since they involve the use of estimates and require significant
management judgements. United Community provides further detail on the
methodology and reporting of the allowance for loan losses in Note 6 and
mortgage servicing rights in Note 7.

Y1ELDS EARNED AND RATES PAID

The following table sets forth certain information relating to United Community’s
average balance sheet information and reflects the average yield on interest-
earning assets and the average cost of interest-bearing liabilities for the periods
indicated. Such yields and costs are derived by dividing income or expense by
the average balances of interest-earning assets or interest-bearing liabilities,
respectively, for the periods presented. Average balanceés are derived from daily
balances. Nonaccruing loans have been included in the table as loans carrying
a zero yield. The average balance for securities available for sale is computed
using the carrying value and the average yield on securities available for sale has
been computed using the historical amortized average balance.
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The table below describes the extent to which changes in interest rates and
changes in volume of interest-earning assets and interest-bearing liabilities have
affected United Community’s interest income and interest expense during the
periods indicated. For each category of interest-earning assets and interest-bearing

(change in volume multiplied by prior period rate), (ii) changes in rate (change in
rate multiplied by prior period volume) and (iii) total changes in rate and volume.
The combined effects of changes in both volume and rate, which cannot be
separately identified, have been allocated in proportion to the changes due to
volume and rate:

liabilities, information is provided on changes attributable to (i) changes in volume

YeAR ENDED DEeCemBER 31, 2003 vs. 2002

2002 vs. 2001

Increase

Increase

Total Total
A (decrease) due to increase (decrease) due to increase
Rate Volume (decrease) Rate Volume (decrease)
(IN THOUSANDS)
Interest-earning assets:
Loans $ (10,564) $ (803) $ (11,367) $ (5,846) $ 22,926 $ 17,080
Loans held for sale (226) 933 707 41) 398 357
Securities:
Trading ‘ 132 87 219 1) 66 45
Available for sale (1,016) 2,265 1,249 (2,958) 1,696 (1,262)
Held to maturity (1,881) (1,881) (3,762) (132) (2,506) (2,638)
Margin accounts 30 (171) (141) (453) (491) (944)
FHLB stock . (142) 65 (77) (975) 829 (146)
Other interest-earning assets (281) (844) (1,125) (2,130) 1,609 (521)
Total interest-earning assets , $ (13,948) $ (349 $ (14,297) $ (12,556) $ 24,527 $ 11,971
Interest-bearing liabilities:
Checking accounts (2,829) 704 (2,125) $ 279 $  (406) $ 27
Savings accounts (3,303) 622 (2,681) 2,159 (2,425) (266)
Certificates of deposit h (5,935) (3,292) (9,227) . (33,547) 30,862 (2,685) .
Otherborrowed funds (307) 356 49 (462) 729 267
Total interest-bearing liabilities A $(12,374) $ (1,610) $ (13,984) $ (31,571) $ 28,760 $ (2,811)
Change in net interest income . $ (313) $ 14,782
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ASSET AND LIABILITY MANAGEMENT AND MARKET Risk

Qualitative Aspects of Market Risk. The principal market risk affecting United
Community is interest rate risk. United Community is subject to interest rate risk to
the extent that its interest-earning assets reprice differently than its interest-bearing
liabilities. Interest rate risk is defined as the sensitivity of a company’s earnings
and net asset values to changes in interest rates. As part of its efforts to monitor and
manage the interest rate risk, the Board of Directors of Home Savings, which
accounts for most of the assets and liabilities of United Community, has adopted
an interest rate risk policy which requires the Home Savings Board to review
quarterly reports related to interest rate risk and to set exposure limits for Home
Savings as a guide to senior management in setting and implementing day to day
operating strategies.

United Community is subject to minimal equity price risk because its investment
in equity securities, other than stock in the FHLB of Cincinnati, is only 0.20% of
total assets. United Community is not affected by foreign currency exchange rate
risk or commodity price risk.

Quantitative Aspects of Market Risk. As part of its interest rate risk analysis, Home
Savings uses the “net portfolio value” (NPV) methodology. Generally, NPV is the
discounted present value of the difference between incoming cash flows on interest-
earning and other assets and outgoing cash flows on interest-bearing and other
liabilities. The application of the methodology attempts to quantify interest rate

YeAr eNDED DecemBer 31, 2003

risk as the change in the NPV and net interest income that would result from
various levels of theoretical basis point changes in market interest rates.

Home Savings uses a net portfolio value and earnings simulation model prepared
internally as its primary method to identify and manage its interest rate risk profile.
The model is based on actual cash flows and repricing characteristics for all financial
instruments and incorporates market-based assumptions regarding the impact of
changing interest rates on future volumes and the prepayment rate of applicable
financial instruments. Assumptions based on the historical behavior of deposit
rates and balances in relation to changes in interest rates are also incorporated into
the model. These assumptions are inherently uncertain and, as a result, the model
cannot precisely measure NPV or net interest income or precisely predict the impact
of fluctuations in interest rates on net interest rate changes as well as changes in
market conditions and management strategies.

Presented below are analyses of Home Savings’ interest rate risk as measured by
changes in NPV and net interest income for instantaneous and sustained parallel
shifts of 100 basis point increments in market interest rates. The percentage changes
fall within the policy limits set by the Board of Directors of Home Savings as the
minimum NPV ratio and the maximum change in interest income that the Home
Savings Board of Directors deems advisable in the event of various changes in
interest rates.

Net portfolio value

Next 12 months
Net interest income

NPV as % of portfolio
value of assets

Change in rates

(Basis points) ($ Amount)  ($ Change) (% Change) (NPV Ratio) (Change in %) ($ Change) (% Change)

(IN THOUSANDS) .

+300 $ 248,137 $ (28,816) (10.40)% 13.54% (0.50)% $ 658 1.00%
4200 266,586 (10,367) (3.74) 14.14 0.10 1,057 1.60

+100 276,775 (178) (0.06) 14.32 0.28 1,097 1.66

Static 276,953 - - 14.04 - - -

(100) 243,845 (33,108) (11.95) 12.29 (1.75) (1,703) (2.58)

(200) N/A N/A N/A N/A N/A N/A N/A

(300) N/A N/A N/A N/A N/A N/A N/A

N/A - Due to a continuing low interest rate environment, it is not possible to calculate results for these scenarios.
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LiquipiTy AND CAPITAL

United Community’s liquidity, primarily represented by cash and cash equivalents,
is a result of its operating, investing and financing activities. These activities are
summarized below for the years ended December 31, 2003, 2002 and 2001.

YEARS ENDED DEecemBer 31, 2003 2002 2001

(IN THOUSANDS)

Net income $ 22940 $ 20,817 $ 15,679
Adjustments to reconcile net

income to net cash from

operating activities . 20,152 (12,421) 113,747
Net cash from operating activities 43,092 8,396 129,426
Net cash from investing activities  (127,776) " (13,145)  (223,346)
Net cash from

financing activities 54,903 (90,198) 253,831
Net change in cash and cash

equivalents (29,781) (94,947) 159,911
Cash and cash equivalents at v

beginning of year 110,936 205,883 45,972
Cash and cash equivalents at , :

end of year - $ 81,115 $§ 110,936 $ 205,883

The principal sources of funds for United Community are deposits, loan
repayments, maturities of securities, borrowings from financial institutions and
other funds provided by operations. Home Savings also has the ability to borrow
from the FHLB. While scheduled loan repayments and maturing investments
are relatively predictable, deposit flows and early loan prepayments are more
influenced by interest rates, general economic conditions and competition.
Investments in liquid assets maintained by United Community, Home Savings
and Butler Wick are based upon management’s assessment of (1) need for funds,
(2) expected deposit flows, (3) yields available on short-term liquid assets and (4)
objectives of the asset and liability management program. At December 31,
2003, approximately $342.4 million of Home Savings’ certificates of deposit are
expected to mature within one year. Based on past experience and Home Savings’
prevailing pricing strategies, management believes that a substantial percentage
of such certificates will be renewed with Home Savings at maturity, although
there can be no assurance that this will occur.

The Board of Directors has authorized an ongoing program to purchase shares
of United Community’s common stock to fund employee benefit programs, stock
options and award programs and other corporate purposes. These purchases
can be made in the open market or negotiated transactions, from time to time,
depending on market conditions. United Community acquired 1,302,085 shares
of common stock for $12.2 million, 529,200 shares of common stock for $4.4
million and 1,604,126 shares of common stock for $11.0 million during the
years ended December 31, 2003, 2002 and 2001. During the fourth quarter of
2003, United Community completed the repurchase program previously
announced on October 23, 2000. United Community has remaining
authorization to repurchase 856,747 shares as of December 31, 2003 under the
current repurchase program. Management intends to repurchase shares as
authorized.

Home Savings is required by federal regulations to meet certain minimum capital
requirements. Current capital requirements call for tangible capital of 1.5% of
adjusted tangible assets, leverage, also known as core capital (which for Home
Savings consists solely of tangible capital) of 4.0% of adjusted total assets and
risk-based capital (which for Home Savings consists of leverage capital and the
allowance for loan losses) of 8% of risk-weighted assets (assets are weighted at

percentage levels ranging from 0% to 100% depending on their relative risk).
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CONSOLIDATED STATEMENTS OF FINANCIAL CONDITION
(DOLLARS IN THOUSANDS, EXCEPT PER SHARE DATA)

Decemeer 31, 2003 2002
Assets
Cash and deposits with banks $ 36,334 $ 33,178
Federal funds sold 44,821 77,758
Total cash and cash equivalents 81,155 110,936
Securities:
Trading, at fair value 15,600 5,060
Available for sale, at fair value 227,525 237,268
Loans held for sale 37,715 . 45,825
Loans, net (including allowance for loan losses of $15,111 and $15,099) 1,576,494 1,478,213
Margin accounts 14,388 14,809
Federal Home Loan Bank stock 21,924 21,069
Premises and equipment 20,510 20,002
Accrued interest receivable 8,443 9,558
Real estate owned 1,299 994
Goodwill 33,593 33,593
Core deposit intangible 3,787 5,101
Cash surrender value of life insurance 20,496 - -
Other assets 10,904 7,703
Total assets $ 2,073,833 $ 1,990,131
Liabilities and Shareholders’ Equity
Liabilities
Deposits:
Noninterest-bearing $ 63,442 $ 56,452
Interest-bearing 1,360,256 1,425,449
Other borrowed funds:
Short-term 159,135 37,945
Long-term 179,328 172,079
Advance payments by borrowers for taxes and insurance 10,721 5,996
Accrued interest payable 970 1,126
Accrued expenses and other liabilities 20,145 16,515
Total liabilities 1,793,997 1,715,562
Shareholders’ Equity
-Preferred stock-no par value; 1,000,000 shares authorized and unissued- . - -
Common stock-no par value; 499,000,000 shares authorized; 37,804,457
and 37,803,269 shares issued 139,526 138,207
Retained earnings 185,495 172,080
Accumulated other comprehensive income 1,124 2,363
Unearned compensation (16,752) (19,724)
Treasury stock, at cost, 2003 - 3,718,542 shares and 2002 - 2,558,214 shares (29,557) (18,357)
Total shareholders’ equity 279,836 274,569
Total liabilities and shareholders’ equity $ 2,073,833 $ 1,990,131

See Notes to Consolidated Financial Statements.
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28 = Unitep CoMMuUNITY FinanciaL Corp. 2003 ANNUAL REPORT
CONSOLIDATED STATEMENTS OF SHAREHOLDERS' EQUITY
Accumulated
Other
Shares Common Retained Comprehensive Unearned Treasury
Outstanding Stock Earnings Income (Loss)  Compensation Stock Total

(DOLLARS IN THOUSANDS, EXCEPT PER SHARE DATA)
BaLance Decemser 31, 2000 37,317 $ 136,967 $ 155,026 $ (98) $ (26,674) $ (3,322) $ 261,899
Comprehensive income:

Net income - - 15,679 - - - 15,679

Change in net unrealized gain on

securities, net of taxes of $808 - - - 1,500 - - 1,500
Comprehensive income - - 15,679 1,500 - - 17,179
Amortization of restricted common stock

compensation - 62 - - 1,622 - 1,684
Forfeiture of restricted common stock (46) (290) - - 242 - (48)
Shares allocated to ESOP participants - " 164 - - 1,822 - 1,986
Purchase of treasury stock (1,604) - - - - (11,038) (11,038)
Exercise of stock options 1 - - - - 8 8
Dividends paid, $0.30 per share - - (9,790) - - - (9,790)
Batance Decemser 31, 2001 35,668 136,903 160,915 1,402 (22,988) (14,352) 261,880
Comprehensive income:

Net income - - 20,817 - - - 20,817

Reclassification of HTM securities - - - 1,704 - - 1,704

Change in net unrealized gain (loss) on

securities, net of taxes of $517 - - - (743) - - (743)
Comprehensive income - - 20,817 961 - - 21,778
Issuance of common shares for RRP 70 592 - - (592) - -
Amortization of restricted common stock

compensation - 215 - - 1,947 - 2,162
Forfeiture of restricted common stock 2n (128) - - 87 - (41)
Shares allocated to ESOP participants - 625 - - 1,822 - 2,447
Purchase of treasury stock (529) - - - - (4,386) (4,386)
Exercise of stock options 57 - (16) - - 381 365
Dividends paid, $0.30 per share - - {9,636) - - - (9,636)
BaiLance Decemser 31, 2002 35,245 138,207 172,080 2,363 (19,724) (18,357) 274,569
Comprehensive income:

Net income - - 22,940 - - - 22,940

Change in net unrealized gain (loss) on :

securities, net of taxes of $745 - - - (1,239) - - (1,239)
Comprehensive income - - 22,940 (1,239) - - 21,701 -
Issuance of common shares for RRP 2 23 - - (23) - -
Amortization of restricted common stock ,

compensation - 280 - - 1,169 - 1,449
Forfeiture of restricted common stock 4] @ - - 4 - (3)
Shares allocated to ESOP participants - 1,019 - - 1,822 - 2,841
Purchase of treasury stock (1,302) - - - - (12,233) (12,233¥
Exercise of stock options 142 4 (96) - - 1,033 941
Dividends paid, $0.30 per share - - (9,429) - - - (9,429)
Barance Decemer 31, 2003 34,086 $139,526 $185,495 $1,124 $(16,752) $(29,557) $279,836 .

See Notes to Consolidated Financial Statements.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

1. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

The accounting policies of United Community Financial Corp. (United Community),
a unitary savings and loan holding company, The Home Savings and Loan Company
of Youngstown, Ohio (Home Savings), an Ohio chartered savings bank, and Butler
Wick Corp. (Butler Wick), an investment brokerage firm, conform to accounting
principles generally accepted in the United States of America and prevailing practices
within the banking, thrift and brokerage industries. A summary of the more significant
accounting policies follows.

Nature of Operations. United Community was incorporated under Ohio law in
February 1998 by Home Savings in connection with the conversion of Home Savings
from an Ohio mutual savings and loan association to an Ohio capital stock savings
and loan association (Conversion). Upon consummation of the Conversion on July
8, 1998, United Community became the unitary savings and loan holding company
for Home Savings. The business of Home Savings is providing consumer and business
banking service to its market area in Ohio and western Pennsylvania. During 2003,
Home Savings changed its charter to a state chartered savings bank. At the end of
2003, Home Savings was doing business through 35 full-service banking branches
and 6 loan production offices. Loans and deposits are primarily generated from the
areas where banking branches are located. Home Savings derives its income
predominantly from interest on loans, securities, and to a lesser extent, noninterest
income. Home Savings’ principal expenses are interest paid on deposits and normal
operating costs. Home Savings’ operations are principally in the savings and loan
industry. Consistent with internal reporting, Home Savings’ operations are reported
in one operating segment, which is retail banking. On August 12, 1999, United
Community acquired Butler Wick, the parent company for two wholly owned
subsidiaries: Butler Wick & Co., Inc. and Butler Wick Trust Company. Butler Wick
has 13 office locations providing a full range of investment alternatives for individuals,
companies and not-for-profit organizations throughout Ohio and western
Pennsylvania. Butler Wick’s operations are reported in a separate operating segment,
which is investment advisory services.

Basis of Presentation. The consolidated financial statements include the accounts
of United Community and its subsidiaries. All material inter-company transactions
have been eliminated: Certain priorperiod data has been reclassified to conform to
current period presentation.

Use of Estimates in the Preparation of Financial Statements. The preparation of
financial statements in conformity with accounting principles generally accepted in
the United States of America requires management to make estimates and assumptions
based on available information. These estimates and assumptions affect the amounts
reported in the financial statements and the disclosures provided, and future results
could differ. The allowance for loan losses, fair values of financial instruments, fair

value of servicing rights, carrying value of goodwill and core deposit intangible
assets and status of contingencies are particularly subject to change.

Securities. Securities are classified as available for sale, held to maturity or trading
upon their acquisition. Securities are classified as available for sale when they might
be sold before maturity. Securities available for sale are carried at estimated fair
value with the unrealized holding gain or loss reported in other comprehensive
income. Securities are classified as held to maturity and carried at amortized cost
when management has the positive intent and ability to hold them to maturity.
Securities classified as trading are carried at estimated fair market value with the
unrealized holding gains and losses included in income. Other securities such as
Federal Home Loan Bank stock are carried at cost. Interest income includes
amortization of purchase premium or discount. Gains and losses on sales are based
on the amortized cost of the security sold. Securities are written down to fair value
when a decline in fair value is not temporary.

Loans Held for Sale. Loans originated and intended for sale in the secondary market
are carried at the lower of cost or market in the aggregate. Net unrealized losses, if
any, are recorded as a valuation allowance and charged to earnings.

Loans. Loans that management has the intent and ability to hold for the foreseeable
future or until maturity or payoff are reported at their outstanding unpaid principal
balances. For balance sheet presentation, the balances are presented net of deferred
fees or costs and allowance for loan losses.

Interest income is reported on the interest method and includes amortization of net
deferred loan fees and costs over the loan term. Interest income on mortgage and
commercial loans is discontinued at the time the loan is 90 days delinquent unless
the credit is well secured and in process of collection. Consumer loans are typically
charged off no later than 180 days past due. In all cases, loans are placed on
nonaccrual or charged-off at an earlier date if collection of principal or interest is
considered doubtful.

All interest accrued but not received for loans placed on nonaccrual is reversed
against interest income. Interest received on such loans is accounted for on the
cash-basis or cost-recovery method, until qualifying for return to accrual. Loans are
returned to accrual status when all the principal and interest amounts contractually

due-are brought current and future payments are-reasonably assured:-

Allowance for Loan Losses. The allowance for loan losses is a valuation allowance
for probable incurred credit losses, increased by the provision for loan losses and
decreased by charge-offs less recoveries. Management’s determination of the
adequacy of the allowance is based upon estimates derived from an analysis of
individual credits, prior and current loss experience, loan portfolio delinquency
levels, the nature and volume of the loan portfolio, current economic conditions
and other factors. Allocations of the allowance may be made for specific loans, but
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value recognition provisions of FASB Statement No. 123, Accounting for Stock-Based
Compensation.

2003 2002 2001

(IN THOUSANDS)

Net income as reported
Deduct: Stock-based compensation
expense determined under fair value

$ 22,940 $ 20,817 $ 15,679

method 2,165 1,411 1,011
Pro Forma net income 20,775 19,406 14,668
Basic earnings per share as reported 0.73 0.65 0.49
Pro Forma basic earnings per share 0.66 0.61 0.46
Diluted earnings per share as reported 0.72 0.65 0.48
Pro forma diluted earnings per share 0.65 0.61 0.45

The pro forma effects are computed using option pricing models, using the following
weighted-average assumptions as of grant date.

2003 2002 2001
Dividend yield 3.34% 4.00% 4.59%
Expected stock price volatility 48.31% 3831% 33.63%
Risk-free interest rate - 3.98% 5.01% 5.08%
Expected option life (In years) : 10 10 10

Income Taxes. Deferred income taxes, which result from temporary differences in
the recognition of income and expense for financial statement and tax return purposes,
are included in the calculation of income tax expense. The effect on deferred tax
assets and liabilities of a change in income tax rates is recognized in income in the
period that includes the enactment date.

Deferred income tax assets and liabilities are recorded for differences between
financial statement and tax basis of assets and liabilities that will result in taxable or

‘deductible amounts in the future based on enacted tax laws and rates applicable to
periods in which the differences are expected to affect taxable income. Valuation

allowances are established, based on the weight of available evidence, when it is

more likely than not that some portion or all of the deferred tax asset will not be

realized. Income tax expense is the tax payable or refundable for the period adjusted

for the change during the period in deferred tax assets and liabilities.

Employee Stock Ownership Plan. The cost of shares issued to the ESOP, but not yet
allocated to participants, is shown as a reduction of shareholders’ equity.
Compensation expense is based on the market price of shares as they are committed

to be released to participant accounts. Dividends on allocated ESOP shares reduce
retained earnings; dividends on unearned ESOP shares reduce debt and accrued
interest.

Earnings Per Share. Basic Earnings Per Share (EPS) are based on the weighted average
number of common shares outstanding during the year. Diluted FPS are based on
the weighted average number of common shares and common share equivalents
outstanding during the year. Unearned ESOP shares are not considered outstanding
for this calculation. See further discussion at Note 22.

Statements of Cash Flows. For purposes of the statement of cash flows, United
Community considers all highly liquid investments with a term of three months or
less to be cash equivalents. Net cash flows are reported for loan and deposit
transactions.

Loss Contingencies. Loss contingencies, including claims and legal actions arising
in the ordinary course of business, are recorded as liabilities when the likelihood of
loss is probable and an amount or range of loss can be reasonably estimated. See
further discussion at Note 13,

FairValue of Financial Instruments. Fair values of financial instruments are estimated
using relevant market information and other assumptions, as more fully disclosed in
Note 18. Fair value estimates involve uncertainties and matters of significant
judgement regarding interest rates, credit risk, prepayments, and other factors,
especially in the absence of broad markets for particular items. Changes in
assumptions or in market conditions could significantly affect the estimates,

Comprehensive Income. Comprehensive income consists of net income and other
comprehensive income. Other comprehensive income includes unrealized gains
and losses on securities available for sale, which are also recognized as separate
components of equity.

Execution, Settlement and Financing of Securities Transactions. In the normal course
of business, Butler Wick’s activities involve the execution, settlement, and financing
of various securities transactions. These activities may expose Butler Wick to risk in
the event the customer is unable to fulfill its contractual obligations. Butler Wick
maintains cash and margin accounts for its customers located primarily in Ohio and

western Tm33m<_<m~3 ia.

Butler Wick’s customer securities activities are transacted on either a cash or margin
basis. In margin transactions, Butler Wick extends credit to its customers, subject to
various regulatory and internal margin requirements, collateralized by cash and
securities in customer’s accounts. In connection with these activities, Butler Wick
executes and clears customer transactions involving the sale of securities not yet
purchased, substantially all of which are transacted on a margin basis subject to
individual exchange regulations. Such transactions may expose Butler Wick to
significant off-balance-sheet risk in the event margin requirements are not sufficient
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assets acquired, or goodwill, was approximately $21.9 million. In accordance with
SFAS No. 142, goodwill is not amortized, but instead is evaluated for impairment.

The core deposit intangible is subject to amortization on an accelerated basis
over an estimated life of 15 years. Because the merger was structured as a tax
free exchange, none of the goodwill is expected to be deductible for tax purposes.

4. CASH AND CASH EQUIVALENTS

Federal Reserve Board regulations require depository institutions to maintain
certain minimum reserve balances. These reserves, which consisted of vault cash
and deposits at the Federal Reserve Bank, totaled approximately $11.4 million
and $14.7 million at December 31, 2003 and 2002.

5. SECURITIES

The components of securities are as follows:

Gross Gross
Fair  Unrealized  Unrealized
Decemser 31, 2003 Value Gains Losses
(IN THOUSANDS)
Available for Sale
U.S. Treasury and agency securities $ 58,748 $ 199 $ (24
Corporate notes 5,062 38 -
Tax exempt municipals 10 2 -
Equity securities 8,930 1,453 (902)
Mortgage-related securities 154,775 1,158 (273)
Total $ 227,525 $ 2,850 $ (1,199)
Gross Gross
Fair Unrealized Unrealized
Decemser 31, 2002 Value Gains Losses
(IN THOUSANDS) }
Available for Sale
U.S. Treasury and agency securities $ 52967 $ 495 $ -
Corporate notes 17,592 253 -
Tax exempt municipals 13 2 -
Equity securities 7,994 526 (384)
Mortgage-related securities 158,702 2,789 (46)

Total $ 237,268 $ 4,065 $ (430

The weighted average interest rate on marketable securities was 4.65% and 3.47%
at December 31, 2003 and 2002, respectively. The corporate notes consist
primarily of medium-term notes issued by corporations with investment grade
ratings.

Securities available for sale by contractual maturity, repricing or expected call
date are shown below:

Decemser 31, 2003 Fair Value

(IN THOUSANDS)

Due in one year or less $ 33,866

Due after one year through five years 29,954

Mortgage related securities 154,775
Total $ 218,595

Equity securities do not have a contractual maturity.

During the fourth quarter of 2002, United Community transferred securities with
a carrying value of $54.6 million previously classified as held to maturity to
available for sale. The unrealized gain on the securities transferred totaled $2.6
million. Management transferred these securities to provide more flexibility in
managing interest rate risk. Future security purchases will all be classified as
available for sale.

Sales of available for sale securities were as follows:

{

2003 | 2002 2001
(IN THOUSANDS) : “
Proceeds $ 22,325 '$ 45096  $ 22,435
Gross gains 847 | 2,127 442
Gross losses 8 - 50

Securities pledged for public funds deposits were approximately $12.9 million
and $35.3 million at December 31, 2003 and 2002, respectively. See further
discussion regarding pledged securities in Note 12.

United Community’s trading securities consist of commercial paper, government
obligations and an investment in mutual funds for the Butler Wick Retention
Plan.
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Loan commitments are agreements to lend to a customer as long as there is no
violation of any condition established in the contract. Commitments extend over
various periods of time with the majority of such commitments disbursed within
a sixty-day period. Commitments generally have fixed expiration dates or other
termination clauses and may require payment of a fee. Commitments to extend
credit at fixed rates expose Home Savings to some degree of interest rate risk.
Home Savings evaluates each customer’s creditworthiness on a case-by-case
basis. The type or amount of collateral obtained varies and is based on
management’s credit evaluation of the potential borrower. Home Savings normally
has a number of outstanding commitments to extend credit. At December 31,
2003, there were outstanding commitments to originate $10.3 million of fixed-
rate mortgage loans and other loans (with interest rates that ranged from 4.39%
t0 13.50%), $13.8 million of adjustable-rate loans, and $450,000 of commercial
loans. At December 31, 2002, there were outstanding commitments to originate
$16.0 million of fixed-rate mortgage loans and other loans (with interest rates
that ranged from 4.50% to 7.75%), $12.0 million of adjustable-rate loans, and
$135,000 of commercial loans. Terms of the commitments extend up to six
months, but are generally less than two months.

At December 31, 2003, there were also outstanding unfunded consumer lines of
credit of $77.1 million, which are adjustable-rate based on the prime interest
rate, and commercial lines of credit of $155.2 million, which are adjustable-
rate based on the prime lending index. At December 31, 2002, there were
outstanding unfunded consumer lines of credit of $67.2 million, which were
adjustable-rate based on the one-year U.S. Treasury index, and commercial
lines of credit of $63.2 million, which were adjustable-rate based on the prime
lending index. Generally, all lines of credit are renewable on an annual basis.
Home Savings does not expect all of these lines to be used by the borrowers.

At December 31, 2003 and 2002, there were $7.6 million and $8.7 million,
respectively, of outstanding stand-by letters of credit. These are issued to guarantee
the performance of a customer to a third party. Stand-by letters of credit are
generally contingent upon the failure of the customer to perform according to
the terms of an underlying contract with the third party.

Home Savings’ business activity is principally with customers located in Ohio.
Except for residential loans in Home Savings’ market area, Home Savings has no
other significant concentrations of credit risk.

Allowance for Loan Losses. Changes in the allowance for loan losses are as
follows:

YEAR ENDED DECEMBER 31, 2003 2002 2001
(IN THOUSANDS)

Balance, beginning of year $ 15,099 $ 11,480 $ 6,553
Acquired from Industrial Bancorp - - 2,795
Acquired from Potters Financial Corp. - 1,869 -
Provision for loan losses 3,179 3,578 2,495
Amounts charged off (3,340) (1,967) (395)
Recoveries 173 139 32

Balance, end of year $ 15,111 $ 15,099 $ 11,480

Nonaccural loans (loans 90 days past due) were $13.0 million, $14.4 million
and $10.9 million at December 31, 2003, 2002 and 2001. Restructured loans
were $1.9 million, $1.3 million and $1.6 million at December 31, 2003, 2002
and 2001.

AS OF OR FOR THE YEAR o

ENDED DECEMBER 31, 2003 2002 2001
(IN THOUSANDS)

Impaired loans on which no specific

valuation allowance was provided $ 4,366 $ 2,365 $ 1,718
Impaired loans on which specific

valuation allowance was provided 1,514 4,032 1,169

Total impaired loans at year-end 5,880 6,397 2,887

Specific valuation allowances . i

on impaired loans at year-end 277 2,122 751
Average impaired loans during year 6,628 5,652 1,953
Interest income recognized on v

impaired loans during the year 145 177 163
Interest income received on

impaired loans during the year 288 128 145
Interestincome-potential-based- - : : : C

on original contract terms of

impaired loans 539 . 502 190

Nonaccrual, restructured and impaired loans are defined differently. Some loans
may be included in all three categories, whereas other loans may only be included
in one, or two of the categories.
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In the securitization transactions, Home Savings retained residual interests in
the form of servicing assets. The servicing assets represent the allocated value of
retained servicing rights on the loans securitized.

Decemser 31, 2003 2002
Other information at end of period ,,

Weighted average rate of loans 6.73%  6.99%
Weighted average maturity of loans in months 284 290
Principal balance of loans 30 days or more past : ,

due (in thousands) © $546 $243
Fair value assumptions ” ,
Discount rate © 8.00% . 8.00%

Weighted average prepayment assumptions 364 PSA 249 PSA

The following table indicates how the fair value of the servicing rights might
decline if the assumptions change unfavorably in two different magnitudes:

Decemser 31, 2003 2002
(IN THOUSANDS) ,
Fair value at end of year $ 1,362 $ 1,427
Weighted average life (in months) A_ 69 74
Projected fair value based on: W
Increase in PSA of 50 . 1,251 1,307
Increase in PSA of 100 . 1,157 1,208

The effect of adverse changes is hypothetical and should not be extrapolated to
other changes, as the effects are not linear.

9. PREMISES AND EQUIPMENT

Premises and equipment consist of the following:

Decemser 31, Estimated Life 2003 2002
(IN THOUSANDS)

“Land and improvements $ 6,188 $ 4,898
Buildings Up to 39 years 16,483 14,590
Leasehold improvements 10 years 1,110 1,106
Furniture and equipment 3-5 years 15,833 14,557

39,614 35,151
Less: Accumulated depreciation and amortization 19,104 . 15,149

Total $ 20,510 $ 20,002

Rent expense was $1.0 million for 2003, $924,000 for 2002 and $937,000 for
2001. Rent commitments under noncancelable operating leases for offices were
as follows, before considering renewal options that generally are present:

{IN THOUSANDS)

2004 $ 1,128
2005 1,090
2006 868
2007 : 692
2008 i 585
Thereafter 555

Total $ 4,918

10. GOODWILL AND INTANGIBLE ASSETS

Goodwill. The change in the carrying amount of goodwill for the year is as follows:

(IN THOUSANDS)
Balance as of December 31, 2001 $ 19,664
Goodwill acquired during the period 13,929

Balance as of December 31, 2002 $ 33,593
Goodwill acquired during period -
Balance as of December 31, 2003 $ 33,593
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The following is a summary of term FHLB borrowings:

Decemser 31, 2003 2002

Year of Weighted Weighted
Maturity Amount  averagerate =~ Amount  average rate
(IN THOUSANDS)

2003 $ - % $ 10,893 4.44%
2004 18,000 4.83% 18,742 4.73%
2005 19,000 5.01% 18,615 5.14%
2006 , 122,000 4.60% 118,509 4.66%
2007 ! 15,500 3.64% 14,421 3.75%
2008 " 1,500 2.93% - -%
Thereafter 21,328 3.83% 1,792 3.70%
Total term borrowings $ 197,328 $ 182,972

Total borrowings $ 338,463 $ 210,024

Home Savings has available credit, subject to collateral requirements, with the FHLB
of $434.2 million, of which $298.6 million was used at December 31, 2003. All
advances from the FHLB of Cincinnati are secured by a blanket mortgage collateral
agreement for 125% of outstanding advances, amounting to $373.2 million at December
31, 2003. Butler Wick has a revolving line of credit, which is fully collateralized by
securities valued at $24.0 million and $6.6 million at December 31, 2003 and 2002.
Securities worth $27.4 million are being held at the Federal Reserve Bank as collateral
for a repurchase agreement as of December 31, 2003.

During 2002, United Community incurred approximately $1.3 million in costs
associated with the early extinguishment of debt with FHLB. Management established
that it was advantageous to extinguish debt early and incur the associated fees due to
the current economic conditions and cash inflows from loans sold.

13. LOSS CONTINGENCY

In September 2003, an arbitration proceeding was initiated against Butler Wick and a
broker employed by Butler Wick asserting certain claims. The claimants seek
compensatory damages of $6.9 million, interest of 10% per annum; litigation costs,
including attorneys’ fees, and punitive damages of at least $7.0 million in connection
with alleged losses experienced in their securities brokerage account. Butler Wick
and the broker responded in November 2003 by filing a Statement of Answer in which
they denied the claims. The parties have not selected an arbitration panel, scheduled
a hearing date, or exchanged documents. Butler Wick intends to vigorously defend
the claims. It is not possible to make a reasonable estimate of financial exposure, if
any, at this time, and no loss accruals have been recorded in connection with this
matter.

14. INCOME TAXES

The provision for income taxes consists of the following components:

YeAR eNDED DECEMBER 31, .,, 2003 2002 2001

(IN THOUSANDS)

Current $ 12,926 $ 11,986 $ 7,374

Deferred (361) (1,210) 2,135
Total $ 12,565 $ 10,776 $ 9,509

A reconciliation from tax at the statutory rate to the income tax provision
is as follows:

YeAR ENDED DEcemBER 31, .
2003 2002 2001

. Dollars Rate Dollars Rate Dollars Rate
(IN THOUSANDS) w
Tax at W
statutory rate | $12427 35.0% $ 11,057 35.0% $ 8,816 35.0%
Increase w ;
(decrease) |
due to: w
Intangible :
amortization, - - - - 585 2.3
Change in w
valuation
allowance ” - - (400) (1.3)
State taxes v (40) (0.1) an - (29) (0.1
Other : 178 0.5 130 0.4 137 0.6
Income tax :
provision '$ 12,565 um.\_.x,, $ 10,776  34.1% $ 9,509 37.8%
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16. REGULATORY CAPITAL REQUIREMENTS

Home Savings is subject to various regulatory capital requirements administered
by the federal banking agencies. Failure to meet minimum capital requirements
can initiate certain mandatory, and possibly additional discretionary actions by
regulators that, if undertaken, could have a direct material effect on United
Community. The regulations require Home Savings to meet specific capital
adequacy guidelines and the regulatory framework for prompt corrective action
that involve quantitative measures of Home Savings’ assets, liabilities and certain
off balance sheet items as calculated under regulatory accounting practices.

Home Savings capital classification is also subject to qualitative judgements
by the regulators about components, risk weightings and other factors.

Quantitative measures established by regulation to ensure capital adequacy
require Home Savings to maintain minimum amounts and ratios of Leverage (or
Core) and Tangible capital (as defined in the regulations) to adjusted total assets
(as defined) and of total capital (as defined) to risk-weighted assets (as defined).

Actual and required capital amounts and ratios are presented below.

As oF Decemser 31, 2003 Minimum To Be Well Capitalized
Capital Under Prompt Corrective
Actual Requirements Action Provisions
Amount Ratio Amount Ratio Amount Ratio
(IN THOUSANDS)
Total capital (to risk-weighted assets) $ 172,271 10.56% $ 130,465 8.00% $ 163,081 10.00%
Tier 1 capital (to risk-weighted assets) 157,160 9.64 * * 97,849 6.00
Leverage (Tier 1) capital (to adjusted total assets) 157,160 8.22 76,465 4.00 95,581 5.00
Tangible capital (to adjusted total assets) 157,160 8.22 28,674 1.50 * *
As oF Decemser 31, 2002 Minimum To Be Well Capitalized
Capital Under Prompt Corrective
Actual Requirements Action Provisions
Amount Ratio Amount Ratio Amount Ratio
(IN THOUSANDS)
Total capital (to risk-weighted assets) $ 163,419 12.61% $ 103,656 8.00% $ 129,569 10.00%
Tier 1 capital (to risk-weighted assets) 150,821 11.64 * * 77,742 6.00
Leverage (Tier 1) capital (to adjusted total assets) 150,821 8.05 74,954 4.00 93,693 5.00
Tangible capital (to adjusted total assets) 150,821 8.05 28,108 1.50 * *

*Ratio is not required under regulations.

As of December 31, 2003 and 2002, the FDIC and OTS, respectively categorized
Home Savings as well capitalized under the regulatory framework for Prompt
Corrective Action. To be categorized as well capitalized, Home Savings must
maintain minimum Leverage, Tier 1 and total capital ratios as set forth in the
table above. There are no conditions or events since that notification that have

changed Home Savings’ category.

Management believes, as of December 31, 2003, that Home Savings meets all
capital requirements to which it is subject. Events beyond management’s control,
such as fluctuations in interest rates or a downturn in the economy in areas in
which Home Savings’ loans and securities are concentrated, could adversely
affect future earnings and, consequently, Home Savings’ ability to meet its future
capital requirements.

Butler Wick is subject to regulatory capital requirements set forth by the Securities
and Exchange Commission’s Uniform Net Capital Rule. Butler Wick has elected
to use the alternative method, permitted by rule, which_requires. Butler Wick to.
maintain minimum net capital, as defined, equal to the greater of $250,000 or
2% of aggregate debit balances arising from customer transactions, as defined.
The Net Capital Rule also provides that equity capital may not be withdrawn or
cash dividends paid if resulting net capital would be less than 5% of aggregate
debits. At December 31, 2003, Butler Wick had net capital of $8.2 million,
which was 50% of aggregate debit balances and $7.9 million in excess of required
minimum net capital.
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The weighted-average annual assumed rate of increase in the per capita cost of
coverage benefits (i.e., health care cost trend rate) used in the 2003 valuation
was 20% and was assumed to decrease to 5.5% for the year 2011 and remain at
that level thereafter. The health care cost trend rate assumption has a significant
effect on the amounts reported. A one-percentage point change in assumed health
care cost trend rates would have the following effects as of December 31, 2003:

1 Percentage
Point Increase

1 Percentage
Point Decrease

(IN THOUSANDS)
Effect on total of service

and interest cost components $ 22 $ (19
Effect on the postretirement
benefit obligation $ 378 $ (328)

401 (k) Savings Plan. Home Savings sponsors a defined contribution 401(k) savings
plan, which covers substantially all employees. Under the provisions of the plan,
Home Savings” matching contribution is discretionary and may be changed from
year to year. For 2003, 2002 and 2001, Home Savings” match was 50% of pre-
tax contributions, up to a maximum of 6% of the employees’ base pay. Participants
become 100% vested in Home Savings contributions upon completion of three
years of service. For the years ended 2003, 2002 and 2001, the expense related
to this plan was approximately $433,000, $396,000 and $308,000.

Butler Wick also sponsors a defined contribution 401(k) savings plan, which
covers substantially all employees who have completed one year of service.
Under the provisions of the plan, Butler Wick’s matching contribution is
discretionary and may be changed from year to year. For 2003, 2002 and 2001,
Butler Wick’s match was 25% of pre-tax contributions, up to a maximum of 6%
of the employees’ base pay. Participants become 100% vested in Butler Wick
contributions upon completion of six years of service. For the years ended 2003,
2002 and 2001, the expense related to this plan was approximately $133,000,
$132,000 and $126,000.

Employee Stock Ownership Plan. In conjunction with the Conversion, United
Community established an Employee Stock Ownership Plan (ESOP) for the benefit
of the employees of United Community and Home Savings. All full-time
employees who meet certain age and years of service criteria are eligible to
participate in the ESOP. An ESOP is a tax-qualified retirement plan designed to
invest primarily in the stock of United Community. The ESOP borrowed $26.8
million from United Community to purchase 2,677,250 shares in conjunction
with the conversion. The term of the loan is 15 years and is being repaid primarily
with contributions from Home Savings to the ESOP.

The loan is collateralized by the shares of common stock held by the ESOP. As
the note is repaid, shares are released from collateral based on the proportion of
the payment in relation to total payments required to be made on the loan. The
shares released from collateral are then allocated to participants on the basis of
compensation as described in the plan. Compensation expense is determined
by multiplying the average per share market price of United Community’s stock
during the period by the number of shares to be released. United Community
recognized approximately $2.8 million, $2.4 million and $2.1 million in
compensation expense for the years ended December 31, 2003, 2002 and 2001,
respectively, related to the ESOP. Unallocated shares are considered neither
outstanding shares for computation of basic earnings per share nor potentially
dilutive securities for computation of diluted earnings per share. Dividends on
unallocated ESOP shares are reflected as a reduction in the loan (and Home
Savings’ contribution is reduced accordingly). Shares released or committed to
be released for allocation during the years ended December 31, 2003, 2002 and
2001 totaled 294,802, 294,802 and 294,802 and had a combined fair market
value of $10.1 million. Shares remaining not released or committed to be released
for allocation at December 31, 2003 totaled 2.7 million and had a market value
of approximately $30.9 million.

Recognition and Retention Plan. On July 12, 1999, shareholders approved the
United Community Financial Corp. Recognition and Retention Plan (RRP). The
purpose of the plan is to reward and retain directors, officers and employees of
United Community and Home Savings who are in key positions of responsibility
by providing them with an ownership interest in United Community. Under the
RRP, recipients are entitled to receive dividends and have voting rights on their
respective shares, but are restricted from selling or transferring the shares prior to
vesting.

In August 1999, United Community awarded 1,342,334 common shares to
eligible individuals. Approximately one-fifth of the number of shares awarded,
or 268,638 shares, vested on the date of grant. The remaining 1,073,696 shares
vest ratably on each of the first four anniversary dates of the plan. In August
2000, United Community awarded 46,291 common shares to eligible individuals.
Approximately two-fifths of the number of shares awarded, or 18,517 shares,
vested on the date of grant. The remaining 27,774 shares vest ratably on each of
the first three anniversary dates of the plan. In August 2002, United Community
awarded 69,677 common shares to eligible individuals. Approximately one-half
of the shares awarded, or 34,839 shares, vested on the date of grant. The remaining
34,838 shares vested on the first anniversary date. In August 2003, United
Community awarded 2,376 common shares to eligible individuals, all of which
vested immediately upon grant. As of December 31, 2003, there are no shares
available for future grants.
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18. FAIRVALUE OF FINANCIAL INSTRUMENTS

The estimated fair values of financial instruments have been determined by United
Community using available market information and appropriate valuation
methodologies. Considerable judgment is required in interpreting market data to
develop the estimates of fair value. Accordingly, the estimates presented herein
are not necessarily indicative of the amounts that United Community could realize
in a current market exchange. The use of different market assumptions and/or
estimation methodologies may have a material effect on the estimated fair value
amounts.

Cash and cash equivalents, margin accounts, accrued interest receivable and
payable and advance payments by borrowers for taxes and insurance. The carrying
amounts as reported in the Statements of Financial Condition are a reasonable
estimate of fair value due to their short-term nature.

Securities. Fair values are based on quoted market prices, dealer quotes and
prices obtained from independent pricing services.

Loans. The fair value is estimated by discounting the future cash flows using the
current market rates for loans of similar maturities with adjustments for market
and credit risks.

Loans held for sale. The fair value of loans held for sale is based on market
quotes.

Federal Home Loan Bank stock. The fair value is estimated to be the carrying
value, which is par. All transactions in the capital stock of the Federal Home
Loan Bank are executed at par.

Deposits. The fair value of demand deposits, savings accounts and money market
deposit accounts is the amount payable on demand at the reporting date. The fair
value of fixed-maturity certificates of deposit is estimated using rates currently
offered for deposits of similar remaining maturities.

Other borrowed funds. The fair value of borrowings is the amount payable on
demand at the reporting date.

Off balance sheet commitments. The fair value of commitments is considered
to be nominal.

Limitations. Fair value estimates are made at a specific point in time, based on
relevant market information and information about the financial instrument. These
estimates do not reflect any premium or discount that could result from offering
for sale at one time United Community’s entire holdings of a particular financial
instrument. Because no market exists for a significant portion of United
Community’s financial instruments, fair value estimates are based on judgments
regarding future expected loss experience, current economic conditions, risk
characteristics of various financial instruments and other factors. These estimates
are subjective in nature and involve uncertainties and matters of significant
judgment and therefore cannot be determined with precision. Changes in
assumptions could significantly affect the estimates.

Fair value estimates are based on existing on and off balance sheet financial
instruments without attempting to estimate the value of anticipated future business
and the value of assets and liabilities that are not considered financial instruments.
For example, a significant asset not considered a financial asset is premises and
equipment. In addition, tax ramifications related to the realization of the
unrealized gains and losses can have a significant effect on fair value estimates
and have not been considered in any of the estimates.

The fair value estimates presented herein are based on pertinent information
available to management as of December 31, 2003 and 2002. Although
management is not aware of any factors that would significantly affect the
estimated fair value amounts, such amounts have not been comprehensively
revalued for purposes of these financial statements since that date ‘and, therefore,
current estimates of fair value may differ significantly from the amounts presented
herein.
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20. PARENT COMPANY FINANCIAL STATEMENTS

CONDENSED STATEMENT OF FINANCIAL CONDITION

Decemser 31, 2003 2002
(IN THOUSANDS)
Assets “
Cash and deposits with banks LS 1,082 $ 447
Federal funds sold and other 43,213 44,683
Total cash and cash equivalents 44,295 45,130
Securities:
Trading ! 4,071 3,155
Available for sale , 4,832 3,375
Note receivable 20,071 21,506
Accrued interest receivable 1 11
Investment in subsidiary-Home Savings m 195,222 191,845
Investment in subsidiary-Butler Wick 15,388 13,960
Other assets 535 -
Total assets $ 284,415 $ 278,982
Liabilities and Shareholders’ Equity
Accrued expenses and other liabilities $ 4,577 $ 4,413
Total liabilities 4,577 4,413
Total shareholders’ equity 279,836 274,569
Total liabilities and shareholders’ equity $ 284,415 $ 278,982
CONDENSED STATEMENT OF INCOME
YEeAR ENDED DECEMBER 31, 2003 2002 2001
(IN THOUSANDS) |
Income :
Cash dividends from subsidiary $ 22,000 $ 30,000 $ -
Interest income 1,871 2,191 3,752
Noninterest income 873 (574) (862)
Total income - ) W 24,744 i 31,617 - -2,890
Expenses ” m
Interest expense - - 385
Noninterest expenses 984 988 986
Total expenses 984 988 1,371
Income before income taxes j 23,760 30,629 1,519
Income _taxes : 692 238 602
Income before equity in undistributed net earnings of subsidiaries W 23,068 30,391 917
Equity in undistributed net earnings of subsidiaries W (128) (9,574) 14,762
Net income o $ 22,940 | $ 20,817 $ 15,679
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21. SEGMENT INFORMATION

SFAS No. 131, “Disclosures about Segments of an Enterprise and Related
Information” establishes standards for the manner in which public enterprises
report information about operating segments in financial statements. United
Community has two principal segments, retail banking and broker/dealer
investment advisory services. Retail banking provides consumer and business

2003 AnnuaL ReporT

banking services. Broker/dealer investment advisory services provide investment
brokerage services and a network of integrated financial services. The accounting
policies of the segments are the same as those described in Note 1. Condensed
statements of income and selected financial information by operating segment
for the years ended December 31, 2003, 2002 and 2001 are as follows:

Broker/Dealer

(IN THOUSANDS) Retail Banking Investment Advisory Services Eliminations Total
2003
Results of Operations
Total interest income $ 112,203 $ 1,153 $ (1,693) $ 111,663
Total interest expense 41,724 221 (1,693) 40,252
Net interest income after provision for loan loss 67,300 932 - 68,232
Noninterest income 18,795 22,050 - 40,845
Noninterest expense 50,277 23,295 - 73,572
Income before tax 35,818 (313) - 35,505
Income tax 12,675 (110) - 12,565
Net income $ 23,143 $ (203) - $ 22,940
Selected Financial Information
Total assets $ 2,267,792 $ 37,958 $(231,867) $ 2,073,883
Capital expenditures 3,714 311 - 4,025
Depreciation and amortization 3,049 495 - 3,544
2002
Results of Operations
Total interest income $ 126,690 $ 1,073 $ (1,803) $ 125,960
Total interest expense 55,821 218 (1,803) 54,236
Net interest income after provision for loan loss 67,291 855 - 68,146
Noninterest income 12,442 19,364 - 31,806
Noninterest expense 48,878 19,481 - 68,359
Income before tax 30,855 738 - ) 31,593
7‘ Income-tax - N o 10,515 261 - 10,776
Net income $ 20,340 $ 477 - $ 20,817
7 Selected Financial Information
Total assets $ 2,191,205 $ 26,748 $(227,822) $ 1,990,131
| Capital expenditures 3,656 246 - 3,902
Depreciation and amortization 2,403 545 - 2,948
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23. QUARTERLY FINANCIAL INFORMATION (UNAUDITED)

The following table presents summarized quarterly data for each of the years indicated.

2003 ANNUAL ReporT

(Unaudited) First Quarter Second Quarter Third Quarter Fourth Quarter Total Year
(IN THOUSANDS, EXCEPT PER SHARE DATA)
2003:
Total interest income $ 29,741 $ 28,304 $ 27,045 $ 26,573 $ 111,663
Total interest expense 11,232 10,177 9,515 9,328 40,252
Net interest income 18,509 18,127 17,530 17,245 71,411
Provision for loan losses 696 1,702 571 210 3,179
Noninterest income 7,975 13,169 10,303 9,398 40,845
Noninterest expense 18,155 18,729 18,369 18,319 73,572
Income taxes 2,653 3,837 3,110 2,965 12,565
Net income $ 4,980 $ 7,028 $ 5,783 $ 5,149 $ 22,940
Earnings per share:

Basic $ 0.16 $ 0.22 $ 0.18 $ 0.17 $ 0.73

Diluted 0.16 0.22 0.17 0.17 0.72
2002:
Total interest income $ 31,216 $ 32,458 $ 31,548 $ 30,828 $ 125,960
Total interest expense 14,893 13,726 13,152 12,465 54,236
Net interest income 16,233 18,732 18,396 18,363 71,724
Provision for loan losses 696 532 750 1,600 3,578
Noninterest income 7,895 8,512 6,496 8,903 31,806
Noninterest expense 16,752 17,365 15,973 18,269 68,359
Income taxes 2,425 3,350 2,964 2,037 10,776
Netincome $ 4,255 $ 5,997 $ 5,205 $ 5,360 $ 20,817
Earnings per share:

Basic $ 0.13 $ 0.19 $ 0.6 $ 0.17 $ 0.65

Diluted - 013 ‘ 019 0.16 017 065
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